HOUSE BILL REPORT
ESB 6096

As Reported by House Committee On:
Finance

Title: An act relating to generating new tax revenues to provide education funding.
Brief Description: Generating revenue to fund education.
Sponsors: Senators Poulsen, Fraser and Prentice; by request of Governor Gregoire.

Brief History:
Committee Activity:
Finance: 4/21/05 [DP].

Brief Summary of Engrossed Bill

e Imposes a stand-alone estate tax with a $1.5 million subtraction amount in 2005
and a $2 million subtraction amount in 2006.

*  Exemptsfrom the estate tax the value of qualified, family-owned farm real and
personal property.

HOUSE COMMITTEE ON FINANCE

Majority Report: Do pass. Signed by 5 members: Representatives Mclntire, Chair; Hunter,
Vice Chair; Conway, Hasegawa and Santos.

Minority Report: Do not pass. Signed by 4 members. Representatives Orcutt, Ranking
Minority Member; Roach, Assistant Ranking Minority Member; Ahern and Ericksen.

Staff: Rick Peterson (786-7150).
Background:

Estate Tax. The federal government imposes atax on the transfer of property at death. This
tax is known as the federal estate tax. The federal Economic Growth and Tax Relief
Reconciliation Act of 2001 (Act) phases out the federal estate tax by 2010. The Act increased
the threshold below which estates owed no tax, known as the applicable exclusion amount.
For 2005, the applicable exclusion amount is $1.5 million. The applicable exclusion amount
gradually increases to $3.5 million by 2009. The Act also reduced the credit allowed for state
taxes by 25 percent per year. Thereis no state credit beginning in 2005. All of these changes
sunset beginning calendar year 2011.
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In 1981, Initiative 402 repealed the state inheritance tax and replaced it with an estate tax
equal to the amount allowed as a credit against the federal estate tax. Thisis commonly
referred to as a"pick-up” tax. A pick-up tax isnot an additional tax on the estate but merely
shifts revenues from the federal government to the state.

When originally approved by the votersin 1981, Initiative 402 incorporated the federal
Internal Revenue Code "asit is amended from timeto time." Because the stateis
constitutionally prohibited from delegating its legisative authority to the federal government,
the Legidature amended Initiative 402 in 1990 to refer to the Internal Revenue Code "as it
existed on June 7, 1990." This change made a conforming amendment necessary to
incorporate future changes in the federal Internal Revenue Code. A conforming amendment
was last made in 2001. Because the state tax is specifically tied to the federal law before the
2001 Act, the state Department of Revenue continued to collect the state tax under the law as
it existed before the 2001 Act. In 2002, bills were introduced in the Legislature both to fully
and partially conform to the federal changesin the federal estate tax. None of these bills
passed.

On February 3, 2005, the state Supreme Court held that Washington has a"pick-up” estate tax
based on current federal law and that the current state statute does not impose an
independently operating Washington estate tax. Until the Legislature expressly creates a
stand-alone tax, the tax remains a pick-up tax that must be fully reimbursed by the federal
credit. In effect, thisfully conformed Washington's estate tax to the changes in the federal tax
made in 2001 and invalidates the state tax to the extent it exceeds the federal tax credit.

Real property may be valued at current use values if the real and personal property is at least
50 percent of the value of the estate, is being used as afarm or in atrade or business, and
passesto aqualified heir. Tota reduction cannot exceed $750,000, adjusted for inflation. For
2005, the amount is $870,000. A qualified heir is an ancestor, spouse, or alineal descendent
of the individual, spouse, or parent (i.e., siblings and their descendants), and spouses of these
lineal descendants. Farming includes the planting, cultivating, caring for, or cutting of trees,
or the preparation (other than milling) of trees for market.

The tax on residents with property in other states is reduced by the lesser of the amount of tax
paid the other state or by an amount computed by multiplying the federal credit by afraction,
the numerator of which is the value of the property located in the other state and the
denominator of which is the value of the decedent's gross estate. The tax on nonresidentsis
equal to the federal credit multiplied by afraction, the numerator of which isthe value of the
property located in Washington and the denominator of which is the value of the decedent's
gross estate.

In addition to the estate tax, the federal government imposes atax on every generation-
skipping transfer (GST). The general purpose of the GST tax isto prevent individuals from
avoiding estate tax by making transfers of wealth that skip a generation. Thereisalifetime
exemption of $1,000,000, indexed to inflation since 1999. For 2004, the exemption under the
state tax was $1,140,000. Thetax isimposed at the maximum rate imposed under the estate
tax, which is 55 percent under the 2001 federal law. A credit against the federal GST tax is
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authorized for state GST taxes up to 5 percent of the federal GST tax. The state of
Washington imposes atax on every generation-skipping transfer equal to the federal credit, if
real or tangible personal property subject to the federal tax islocated in this state or if the trust
hasits principal place of administration in this state at the time of the generation-skipping
transfer.

Summary of Bill:

An intent to create a stand-alone state estate tax that is not affected by changes in federal law
after 2005 is stated. The tax does not apply to estates valued at $1.5 million or less for
persons dying in 2005 and at $2 million or less thereafter.

A tableis put into statute to calculate the taxes on the value of the estate after applicable
deductions are taken. The rates range between 10 percent and 19 percent.

A deduction is allowed for qualified farm property plus the value of any tangible personal
property used primarily for farming purposes on the farm. Fifty percent of the estate must be
property used for farming, that the decedent or decedent's family must have materially
participated in the operation of the farm, and that the property must pass to a family member.
However, no requirement of continued use for farming is placed on the heirs, and special
valuation need not be elected for federal purposes.

The tax on residents and nonresidentsis consolidated. The tax isequal to the federal credit
multiplied by afraction, the numerator of which isthe value of the property located in
Washington and the denominator of which is the value of the decedent's gross estate.
Intangible personal property of aresident is presumed to be located in Washington.

Administrative provisions are made to allow the Department of Revenue to administer the
stand-alone estate tax.

The generation-skipping transfer tax is repealed.

The revenue generated from the tax is deposited into the education legacy trust account.

Appropriation: None.
Fiscal Note: Available.
Effective Date: The bill contains an emergency clause and takes effect immediately.

Testimony For: When 1-728 passed, the state had a $1.5 billion surplus and a revenue source
for funding I-728 was unnecessary. But the situation has changed and 1-728 needs a revenue
source. The estate tax isfair and an essential part of Washington tax structure. The wealthiest 1
percent pay on 3 percent of their income in state and local taxes. Lower income households
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are overtaxed in Washington and the upper income earners are not paying their fair share.
Businesses and investments benefit from a vibrant state economy.

Testimony Against: Washington will be one of only one or two states in the west with an
estate tax. People will move out of the state to avoid thetax. Thetax isalso vulnerable to
ballot action. People see the tax as unfair. The farm exemption should be extended to all
small business. It makes sense to tie Washington's exclusion to the federal amounts. It will
make administration easier. The bill will have an impact on small business. It will discourage
investment and job creation in Washington. Thisis not a sensible way to fund schools.
Typical construction firms are family owned and have a significant investment in heavy
equipment. They will be hit hard by the estate tax. It can force liquidation of assets and result
in loss of family-wage jobs. Washington's estate tax should be tied to the federal exclusion
amounts. Small businesses subject to the estate tax end up paying taxes rather than investing
in the business. Businesses already pay more taxes in this state than other states. Most retail
business would exceed the threshold. When a business earns money it is put back into the
business. These are 2nd, 3rd, or 4th generation businesses and when the owner dies they may
be forced to sell to pay the taxes.

Persons Testifying: (In Support) Randy Parr, Washington Education Association; and Lois
Canwright, Responsible Wealth.

(Opposed) Senator Johnson; Tom McBride, Association of Washington Business; Elaine
King, Form Factor Incorporated; Rick Slunaker, Associated General Contractors; Norman
KJono; Irene Flowers; Dan Fazio, Washington Farm Bureau; Suzie Burke, North Seattle
Industrial Association; Mike Osterfeld, Fremont Dock; Carolyn Logue, National Federation of
Independent Business; and Bob Gee, Washington Food Industry.

Persons Signed In To Testify But Not Testifying: None.
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